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L Introduction

I have been retained as an expert witness in this case by Reinhart Boerner Van Deuren
s.c., counsel to Laurie A. Bebo (“Bebo™). I am a senior counsel in the law firm of Covington &

" Burling LLP and am being compensated at my standard hourly rate within the firm (currently
$1,035). This rate, and that of other attorneys in the firm, is generally adjusted upwards annually
on January 1.

This report contains a summary of my qualifications, including publications that I have
authored or co-authored and a list of other cases in which I have testified as an expert, all in the
last ten years. The report also provides a statement of the opinions that I will express in this case
and the basis and reasons for those opinions, including the information I have considered.

IL. Qualifications

I received my J.D. degree from the University of Virginia School of Law in 1976 and
became a member of the Virginia Bar in 1976 and the District of Columbia Bar in 1977.
Currently, I am a senior counsel in the law firm of Covington & Burling LLP, where previously I
have been co-head of our firm’s Corporate Practice area and of our Securities and Capital
Markets Practice group. My business address is 850 10th Street, NW, Washington, D.C. 20001.

I have over 32 years of private practice experience, most of which have been focused on
corporate, corporate governance, corporate finance and securities law. In my practice, I advise
companies, including their boards and senior management teams, on general corporate and
securities law matters, including corporate finance, federal securities law disclosure requirements
and standards, corporate governance principles and practices, and other related matters. I have
assisted in transactions, compliance programs and litigation and law enforcement proceedings.

I have also served for seven years with the U.S. Securities and Exchange Commission
(“SEC"), including as the Director of the Division of Corporation Finance. This is the division
that is responsible for administering the SEC’s disclosure system for public companies, including
the review of filings made by companies to the SEC. Prior to that I served in a variety of other



positions, including as an examiner of company filings and in the chief counsel’s office of the
Division of Corporation Finance and as a special counsel to the Chairman of the SEC.

My curriculum vitae, which also lists articles and other publications that I have authored
or co-authored in the last ten years and recent speaking engagements, is included with this report
at Appendix A.

I have testified as an expert in the following matters within the last ten years: Robert
Facciola, et al. v. Greenberg Traurig LLP, et al. (USDC, D. AZ. No. 2:10-cv-01(025-FIM)
in 2012 (testimony under seal); Dennis J. Buckley, as Trustee of the DVI Liquidating Trust v.
Clifford Chance LLP and Clifford Chance US LLP (USDC, E.D.PA Civil Action No. 2:06-cv-
1003 (LDD)) in 2009; Heitman & Murphy v. Interland, Inc. et al (Cir. Ct. of Jackson County,
MO, Case No. 03CV203073) in 2007; Micrel, Inc., v. Deloitte & Touche LLP (Sup. Ct. of Santa
Clara County, CA, Case No. CV 816477) in 2005; and a confidential arbitration before the
International Court of Arbitration of the International Chamber of Commerce in 2004.

III. Opinions

A. Basis for Opinions

I have based my opinions on my general knowledge and experience in corporate and
securities law and disclosure and transaction practices thereunder. In forming my opinions, I
have also considered various documents and other information made available to me and listed
below at Appendix B, with particular focus on those referred to below in this report, any of
which, or of the information contained therein, I may use as exhibits to support my opinions.

B. Summary of Opinions

It is my opinion that ALC could reasonably have concluded that the Amended and
Restated Lease Agreement between Ventas Realty, Limited Partnership (an affiliate of Ventas,
Inc. (“Ventas™)) and eight subsidiaries of Assisted Living Concepts, Inc. (“ALC”), dated as of
January 1, 2008 (the “Lease”), was not a “material definitive agreement” or “material contract”
under the disclosure rules of the SEC applicable to ALC and, accordingly, would not have been
required to be disclosed or filed as an exhibit by ALC in its Form 8-K filed on January 7, 2009,
Forms 10-K for the years ending December 31, 2009, 2010 and 2011 and Forms 10-Q for the



first three quarters of 2008-2011 (together, the “ALC Reports™).! I am further of the opinion that
ALC could reasonably have concluded that it was not omitting material information in its
disclosures regarding compliance with certain covenants under the Lease.

C. Opinions

1. ALC Could Reasonably Have Concluded that the Lease Was Not a Material
Contract under SEC Disclosure Rules.

a. Summary of SEC Disclosure Rules for Material Contracts. The SEC’s

specific rules applicable to the ALC Reports for non-financial statement disclosure of “material
definitive agreements™ and “material contracts™ are contained in two places: Item 1.01 of Form
8-K and Item 601(b)(10) of Regulation S-K.2
i Disclosure of Entry into Material Definitive Agreement. Under

Item 1.01 of Form 8-K, upon entry into a material definitive agreement, a public company is
required to disclose, within four business days, the date upon which the agreement was entered
into, the parties to the agreement, any material relationship between the company and the other
party or parties and a brief description of the terms and conditions of the agreement that are
material to the company. The material definitive agreement being disclosed is not required to be
filed with the Form 8-K as an exhibit.

ALC disclosed the Lease for the first time in a Form 8-K filed with the SEC on January
7, 2008 (the “Lease 8-K”). I see nothing in the record to the effect that ALC’s disclosure of the
Lease in this filing was incomplete or incorrect. The mere fact that ALC disclosed the Lease in
the Lease 8-K, however, does not mean that ALC had arrived at a judgment that the Lease was a
material contract requiring disclosure. In this respect, there is nothing which prevents a company
from disclosing an agreement which is not material under this item of Form 8-K, and, in my

experience as a securities practitioner, I am familiar with practices by companies to do just this

! ALC assumed the obligations of its eight subsidiaries under the Lease pursuant to a Guaranty of
Lease Agreement which it entered into with Ventas as of January 1, 2008, the same day on

which the Lease became effective. Throughout this opinion, references to the Lease include this
guaranty agreement.

2 The former term is used in Form 8-K; the latter is used in Item 601(b)(10) of Regulation S-K.

There is no effective difference in the meaning of these two terms for purposes of the SEC
disclosure rules.



in situations where an agreement might become material or otherwise significant at a later date.
In addition, although it was not required to do so, ALC chose voluntarily to file the Lease as an
exhibit to the Lease 8-K. This, tco, in my experience as a securities practitioner, is a common
practice for companies as a means to complement disclosure about the agreement being provided
in the form.

Form 8-K provides that a material definitive agreement means an agreement that provides
for obligations that are material to and enforceable against the company, or rights that are
material to the company and enforceable by the company against one.or more other parties to the
agreement, in each case whether or not subject to conditions. The form’s instructions, however,
go on to clarify the meaning of material definitive agreement by borrowing from the definition of
that term in Item 601(b)(10) of Regulation S-K (see next sub-section below). Specifically,
Instruction 1 to Item 1.01 of Form 8-K provides that (a) a material definitive agreement not made
in the ordinary course of the registrant’s business must be disclosed, and (b) an agreement is
deemed to be not made in the ordinary course of the company’s business, even if the agreement
ordinarily accompanies the kind of business conducted by the registrant, if it involves any of the
subject matters identified in subparagraphs (A)-(D) of Item 601(b)(10)(ii) of Regulation S-K
(which are described below).

ii. Filing of Material Contract as an Exhibit. Under Item 601(b)(10)
of Regulation S-K, a public company must include with its periodic SEC filings (i.e. quarterly
and annual reports) as an exhibit any material contract not made in the ordinary course of the
company’s business which is to be performed in whole or in part at or after the filing of the
applicable report or was entered into not more than two years before such filing. Item
601(b)(10)(ii) goes on to provide that if the contract is such as ordinarily accompanies the kind
of business conducted by the registrant and its subsidiaries, it will be deemed to have been made
in the ordinary course of business and need not be filed, unless it falls within one or more of four
specified categories, in which case it shall be filed except where immaterial in amount or
significance. These categories, which are the ones to which Item 1.01 of Form 8-K refers, are as

follows:

(A) Any contract to which directors, officers, promoters, voting trustees,
security holders named in the registration statement or report, or
underwriters are parties other than contracts involving only the purchase



or sale of current assets having a determinable market price, at such
market price;

(B) Any contract upon which the registrant's business is substantially
dependent, as in the case of continuing contracts to sell the major part of
registrant's products or services or to purchase the major part of
registrant's requirements of goods, services or raw materials or any
franchise or license or other agreement to use a patent, formula, trade
secret, process or trade name upon which registrant's business depends to
a material extent;

(C) Any contract calling for the acquisition or sale of any property, plant
or equipment for a consideration exceeding 15 percent of such fixed assets
of the registrant on a consolidated basis; or

(D) Any material lease under which a part of the property described in the

registration statement or report is held by the registrant.

As indicated above, although not required to do so, ALC elected to file the Lease with the Lease
8-K. Thereafter, ALC included the Lease as an exhibit to the other ALC Reports.

b. ALC Could Reasonably Have Concluded that the I ease Was Not a
Material Contract. As indicated above, determining whether an agreement must be disclosed and
filed under the SEC’s specific disclosure rules regarding material contracts involves a multi-part
judgment.

i. Is the Contract “Material?” First, a company must make a
judgment as to whether or not a contract, in itself, is material. Materiality is a mixed question of
law and fact. Broadly speaking, however, courts have found that information is material when
there is a substantial likelihcod that a reasonable investor would consider the information
important in making an investment decision regarding a company’s securities. Stated another
way, there must be a substantial likelihood that a reasonable investor would view the information
“as having significantly altered the ‘total mix’ of information” available about a company.’

Material information can include positive or negative information about a company.

3 TSC Indus., Inc. v. Northway, Inc., 426 U.S. 438, 449 (1976))(“TSC™). TSC was later cited
approvingly in another landmark case regarding securities disclosure (Basic Incorporated, et.al.,
v. Max L. Levinson, 485 U.S. 224 (1988)(“Basic™)), which noted that in 7SC, in the context of
omitted information, the Court acknowledged “that certain information concerning corporate
(continued...)



Here, ALC would have had a reasonable basis to conclude that as a general matter the
Lease was not material. At the time ALC entered into the Lease, it operated 208 assisted and
independent living residences in 17 states in the United States.* ALC operated about the same
numbser of facilities for all of the periods covered by the ALC Reports, with 211 facilities in 20
states as of the end of 2011.° At the time it signed the Lease, ALC owned the majority of the
facilities it operated (153), but it also leased a substantial number (63).° Thus, the eight
properties covered by the Lease when it was signed accounted for only 3.8% of ALC’s overall
facilities and only 12.7% of its leased facilities.

In terms of units, the properties covered by the Lease when it was signed had 541 units.
As a result, ALC operated over 9,076 units at this time, and the eight properties covered by the
Lease comprised less than 6.0% of ALC’s total units at the time it entered into the Lease.”

From a revenue standpoint, ALC generated over $228 million in revenue per year
throughout the relevant time period.® It also reported income from operations ranging from
$29.8 million in 2008 to a high of $43.6 million in 2011.!° The properties covered by the Lease
represented a small portion of that revenue and operating income. In 2011, the eight properties

developments could well be of ‘dubious significance’.... [and] was careful not to set too low a
standard of materiality; it was concerned that a minimal standard might bring an overabundance
of information within its reach, and lead management ‘simply to bury the shareholders in an
avalanche of trivial information—a result that is hardly conducive to informed decision-
making.”” Id. at 231. '

4 See ALC’s Form 10-K for the year ended December 31, 2007 at p. 3.

5 See ALC’s Form 10-K for the year ended December 31, 2011 at p. 14. See also ALC’s Forms
10-K for the years ended December 31, 2008 at p. 16, December 31, 2009 at p. 16 and December
31, 2010 at p. 16.

6 See ALC’s Form 10-K for the year ended December 31, 2607 at p. 15.
7
Id
8 See ALC’s Forms 10-K for the years ended December 31, 2008 at p. 21, December 31, 2009 at
p- 21, December 31, 2010 at p. 21 and December 31, 2011 at p.19.
% See ALC’s Form 10-K for the year ended December 31, 2008 at p. 21.

10 §ee ALC’s Form 10-K for the year ended December 31,2011 at p. 19. In 2009. ALC reported
income from operations of $15.4 million, but this included a one-time goodwill impairment
expense of $16.3 million. See ALC’s Form 10-K for the year ended December 31, 2009 at p. 21.



covered by the Lease had revenues of $13.3 million and operating loss of $(1.7) million."" Thus,
in 2011, the properties covered by the Lease represented 5.6% of ALC’s revenues but a
reduction of its operating income.

While there are other metrics and ways of analyzing the significance of the Lease to ALC
at the time it was signed, based on my review of the record and the ALC Reports, I am of the
opinion that ALC would have had a reasonable basis to conclude that information about the
Lease as a general matter would not be significant to a reasonable investor’s investment decision
or significantly alter the total mix of information that was available about ALC. Indeed, during
the period covered by the ALC Reports, the business of the properties under the Lease was not
discussed in the ALC Reports generally, other than as a part of the aggregated presentation of
ALC’s entire business. Viewed through this lens, ALC would have had no obligations under
Item 1.01 of Form 8-K or Item 601(b)(10) of Regulation S-K to disclose information about the
Lease, much less file it as an exhibit to the ALC Reports. As noted above, however, there was
nothing which prevented ALC from doing so in order to provide its shareholders more
information regarding its business.

ii. Is the Contract Made Outside the Ordinary Course of Business?
Whether it deemed the Lease material or simply believed the analysis was unclear, ALC would
next have needed to make a judgment as to whether the Lease was made outside the “course of
ordinary business,” in which case both disclosure on Form 8-K and an exhibit filing in periodic
reports would have been required by Item 1.01 of Form 8-K and Item 601(b)(10) of Regulation
S-K, respectively. The term “ordinary course of business” is undefined by the SEC and enjoys a
common sense reading by public companies and securities practitioners. It is, however,
amplified somewhat in both of the relevant disclosure rules which establish that contracts made
in the ordinary course of business are those that “ordinarily accompan([y] the kind of business
conducted by” the company and its subsidiaries.

Based on my experience as a securities practitioner and my knowledge of the securities
laws, I am of the opinion that ALC would have had a reasonable basis to conclude that the Lease

was made in the ordinary course of business. In this regard, it would have been reasonable to

1 See ALC’s Form 8-K filed on May 14, 2012.



determine that the Lease was the kind of agreement that would ordinarily accompany the
business being conducting by ALC, i.c. operating assisted living facilities through a portfolio of
properties, more than a quarter of which were leased.'? The fact that ALC chose to disclose the
Lease and file it as an exhibit to the ALC Reports did not establish that ALC was required to
have done so because the Lease was made outside the ordinary course of its business; it merely
establishes that ALC chose to provide this information in its reports.

iii.  Is the Lease in One of the Categories of Material Contracts Which
Must be Disclosed? Assuming ALC did determine that the Lease was made in the ordinary
course of its business, it still would have had one final step in its analysis. Under the SEC’s
disclosure rules, even if a material contract is made in the ordinary course of business it may
have to be disclosed and filed if it falls within any of four categories set forth in Item
601(b)(10)(ii)(A)-(D) of Regulation S-K and cross-referenced in the instructions to Item 1.01 of
Form 8-K. One of these is not relevant to the Lease,'® but the other three should be considered.

(@ Item 1.01 of Regulation S-K and Item 601(b)(10)(ii)(B)

require disclosure and exhibit filing, respectively, for a contract upon which the company’s
“business is substantially dependent.” The item says that this would be as in the case of

continuing contracts to sell the major part of a [company’s] products or services
or to purchase the major part of [a company’s] requirements of goods, services, or
raw materials or any franchise or license or other agreement to use a patent,
formula , trade secret, process or trade name upon which a [company’s] business
depends to a material extent.
It is hard to reason that the Lease was a contract upon which ALC’s business was substantially
dependent. In my view, there is no reasonable basis to conclude that the Lease was within this
category.
(b)  Item 1.01 of Regulation S-K and Item 601(b)(10)(ii)(C)
require disclosure and exhibit filing, respectively, for a contract calling for the acquisition or sale
of any property, plant or equipment for a consideration exceeding 15 percent of such fixed assets

of the company on a consolidated basis. While the Lease did not involve purchase of any

12 See ALC’s Form 10-K for the year ended December 31, 2607 at p. 15.
13 Jtem 601(b)(10)(ii)(A) applies to contracts with interested parties.



property, plant or equipment, it did involve purchase of leasehold interests from the prior
leaseholder for $14.1 million." At December 31, 2607, ALC reported property and equipment,
net of $395.1 million."> To the extent that the Lease was deemed covered by this item and
assuming that the purchase price for the leaseholder interests was the “consideration” for those
interests, the contract price did not exceed 15% of ALC’s fixed assets, or $59.2 million. In my
view, there is no reasonable basis to conclude that the Lease fell within this category.

(c)  Item 1.01 of Regulation S-K and Item 601(b)(10)(ii)(D)
require disclosure and exhibit filing, respectively, for a contract which is a material lease under
which a part of the property described in the applicable report is held by the company. Above, I
have expressed my view that ALC would have had a reasonable basis to conclude that the Lease
was not significant to a reasonable investor’s investment decision or significantly alter the total
mix of information that was available about ALC. For the same reasons, it is my view that ALC
would have had a reasonable basis to conclude that the Lease was not picked up by this
provision.

2. ALC Could Reasonably Have Concluded that It Was Not Omitting Material

- Information in its Disclosures Regarding Compliance with Certain Covenants
under the Lease.

Irrespective of whether or not the Lease was a material contract, ALC would still have
had to make a judgment as to whether some aspect of the Lease could result in a material
unfavorable impact on ALC. In effect, if the Lease contained a provision that could result in a
material adverse impact on ALC based on future facts and circumstances, then would ALC have
a duty to disclose this potentiality? This is a completely separate question from whether or not
the Lease was a material contract. It involves whether and at what level a company has an
obligation to disclose a possible future event. In this regard, the test for this consideration, as
articulated by the US Supreme Court, demands an assessment of both the potential magnitude of

the possible event and the potential likelihood of that event’s occurrence.'®

14 See ALC’s Form 8-K filed on January 7, 2008.
15 See ALC’s Form 10-K for the year ended December 31, 2007 at p. 21.

16 See, e.g., Basic at 238. The Court in Basic gave credit to the Second Circuit for this
formulation, noting that “Even before this Court's decision in TSC Industries, the Second Circuit
had explained the role of the materiality requirement of Rule 10b-5, with respect to contingent or
(continued...)



In its Form 10-Q for the quarter ended September 30, 2008, ALC started including
disclosure regarding a possible unfavorable impact of a provision of the Lease. This disclosure,

which appeared under the caption “Future Liquidity and Capital Resources,” provided as

follows:

We believe that cash from operations, together with other available sources of
liquidity, including borrowings available under our $120 million revolving credit
facility and other borrowings which may be obtained on currently unencumbered
properties, will be sufficient to fund operations, expansions, acquisitions, stock
repurchases, anticipated capital expenditures, and required payments of principal
and interest on our debt for the next twelve months.

Recent turmoil in financial markets has severely restricted the availability of
funds for borrowing. We believe the lenders under our $120 million revolving
credit facility will continue to meet their obligations to fund our borrowing
requests. However, given the current uncertainty in financial markets, we can not
provide assurance of their continued ability to meet their obligations under the
credit facility. We believe that existing funds and cash flow from operations will
be sufficient to fund our operations, expansion program, and required payments of
principal and interest on our debt until the maturity of our $120 million credit
facility in November, 2011. In the event that our lenders were unable to fulfill
their obligations to provide funds upon our request under the $120 million
revolving credit facility, it could have a material adverse impact on our ability to
fund future expansions, acquisitions and share repurchases.

In addition, the failure to meet certain operating and occupancy covenants in the
CaraVita operating lease'” could give the lessor the right to accelerate the lease
obligations and terminate our right to operate all or some of those properties. We
were in compliance with all such covenants as of September 30, 2008, but
declining economic conditions could constrain our ability to remain in
compliance in the future. Failure to comply with those obligations could result in
our being required to make an accelerated payment of the present value of the
remaining obligations under the lease through its expiration in March 2015
(approximately $28.6 million as of September 30, 2008), as well as the loss of

speculative information or events, in a manner that gave that term meaning that is independent of
the other provisions of the Rule. Under such circumstances, materiality ‘will depend at any given
time upon a balancing of both the indicated probability that the event will occur and the
anticipated magnitude of the event in light of the totality of the company activity.” SEC v. Texas
Gulf Sulphur Co., 401 F.2d, at 849.” Id.

17 This was the defined term for the Lease in the ALC Reports.
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future revenue and cash flow from the operations of those properties. [Italics
added]'®
The SEC has alleged that the italicized language in this disclosure, or some reasonably similar
form of this disclosure which appeared in ALC’s Forms 10-K for the years ended December 31,
2009, 2010 and 2011 and its Forms 10-Q for the first three quarters of those years, omitted
material information.

In its Forms 10-Q for the second and third quarters of 2011 and Form 10-K for the year
ended December 31, 2011, ALC added to the above “Future Liquidity and Capital Resources”
disclosure the following statement: “Based upon current and reasonably foreseeable events and
conditions, ALC does not believe that there is a reasonably likely degree of risk of breach of the
CaraVita covenants.”'® This was added in response to an SEC staff comment following its
review of ALC’s filings. The SEC has alleged that this representation omitted material
information.

The SEC’s allegations regarding material omissions are based on what it calls the
“improper inclusion of employees and other non-residents” in the calculations that ALC was
making to measure its compliance with the financial coverage ratio and occupancy covenants in
Section 8.2.5 of the Lease (the “Covenants™).2? Other than to note the ambiguity of these
Covenants and the communications between ALC and Ventas as to how the Covenants were to
work with respect to unit rentals to employees and other non-residents, I have no opinion on
whether ALC was properly or improperly including unit rentals related to employees and other
non-residents in its calculations regarding compliance with the Covenants. Based on my
experience as a securities practitioner and with the practices of public companies in making
disclosure judgments regarding possible future events, however, I am of the view that ALC
would have had a reasonable basis to conclude that its disclosures regarding its compliance with

the Covenants did not omit information which would have been material to investors.

18 See ALC’s Form 10-Q for the quarter ended September 30, 2008 at p. 26.

19 See ALC’s Forms 10-Q for the quarter ended June 30, 2011 at p. 36 and for the quarter ended
September 30, 2011 at p. 37 and Form 10-K for the year ended December 31, 2011 at p. 43.

0 See Order Instituting Public Administrative and Cease-and-Desist Proceedings, In the Matter
of Laurie Bebo and John Buono, AP File No. 3-16293 at paragraph 43.
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This opinion is formed based on the Supreme Court’s holding in Basic as to how to
assess the materiality of omitted information in the context of disclosure regarding possible
future events. Basic taught that in order to be actionable, omitted information itself must be
material in the full context of the other information being disclosed. While the materiality
standard set forth in 7SC (and discussed above) for historical facts is direct enough - to be
material the historical fact must be significant to a reasonable investor in making his or her
investment decision - the same cannot be said for its application to possible future events. In this
case, the test under Basic is not to assume that information becomes material by virtue of a
public statement that denies that information but rather to analyze the materiality of the omitted
information regarding the future event in the context both of the potential magnitude and the
likely occurrence of the future event.

Here, the SEC has alleged that ALC’s failure to disclose certain information regarding its
compliance with the Covenants was a material omission. Based on the disclosure which ALC
did provide regarding Covenant compliance and the record as I understand it, I am of the opinion
that ALC could have reasonably concluded that it was not omitting information that was material
to investors. I hold this opinion based on the following observations.

ALC did disclose the existence of the Covenants in some detail and filed the Lease as an
exhibit, even if, as addressed above, no such disclosure or filing may have been affirmatively
required. Accordingly, shareholders had full information as to the existence and the language of
the Covenants.

ALC disclosed the full magnitude of the impact of being deemed in breach of the
Covenants. The operative liquidated damages for a default under the Lease based on a breach of
the Covenants was set forth the ALC Reports. Accordingly, shareholders had information of the
worst case scenario regarding any potential default under the Lease for failure to meet the
Covenants, without any equivocation regarding the enforceability of the liquidated damages
provision of the Lease or conditionality regarding the likelihood that Ventas would assert a
default if ALC were in breach of the Covenants.”!

2 Uncertainty as to computation of damages, enforceability of damage claims or commercial
viability of default scenarios, among others, were all factors which would have informed the
analysis of the probability and magnitude of a possible default under the Lease.
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As to the likelihood of ALC incurring a Covenant-based default under the Lease, ALC
disclosed various factors that could challenge its compliance with the Covenants, thereby putting
shareholders on notice of this potential risk. ALC also disclosed that it was in compliance with
the Covenants. This was necessarily a judgment call involving, among other things, ALC’s legal
analysis of the Covenants and consideration of its course of dealing with Ventas under the Lease.
The SEC disagrees with ALC’s judgment on this point, and I express no opinion as to whether or
not ALC’s judgment in this regard was objectively reasonable. But, at a minimum, my review of
the materials suggests that ALC’s disclosure that it was in compliance with the Covenants was a
belief it could reasonably have held. In any event, only Ventas could affirm compliance with the
Covenants, and ALC’s disclosure does not represent that Ventas had made such an affirmation.
Accordingly, ALC shareholders were on notice as to ALC’s views regarding the likely
occurrence of a Covenant-based default.

The theory of the SEC’s case, therefore, has to be that ALC omitted facts about the
likelihood of a Lease default that would have been material to investors notwithstanding the
disclosure that was provided on this topic. It is not clear, however, what those omitted facts
would have looked like and why they would have put investors in a materially different
informational position than they were already.

First, explaining how the Covenants were to be calculated and administered based on the
Lease itself is far from obvious. Such an explanation might have been interesting as a technical
matter but also likely to have resulted in the kind of “overabundance of information” questioned
by the Court in 7ZSC. Moreover, given the uncertainty as to how the Covenants worked, it is not
clear that ALC could have provided a more detailed and accurate explanation than it did without
diluting that explanation with numerous conditions.

Second, even if one assumes that ALC could have and should have attempted a more
fulsome discussion of how the Covenants worked, that discussion could only speculate as to how
Ventas would act in the face of any failure to meet the Covenants, including as to whether
Ventas would have declared the Lease in default and sought liquidated damages. There does not
appear to have been a time when ALC could reasonably have believed that a notice of default
from Ventas for failure to comply with the Covenants was likely prior to the May 2012. Based
on all the circumstances, including that ALC had little indication of Ventas’s views on ALC’s

Covenant compliance, ALC’s disclosure can best be read as stating its views of the facts
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surrounding Covenant compliance and the possibility of a default under the Lease for breach of
the Covenants.

Finally, it also appears that a default under the Lease for breach of the Covenants may not
have been material to investors in any event. On May 9, 2012, ALC received a notice of default
under the Lease from Ventas for, among other things, submission of “fraudulent information to
the Landlord in respect of Tenant’s compliance with Section 8.2.5 of the Lease. ...[which]
included treating units leased to employees as bona fide rentals by third parties.”? ALC
disclosed this in a Form 8-K filed on May 14, 20122 Two important facts should be noted
about this disclosure. In the Form 8-K, ALC laid out the possible range of damages it could
incur should Ventas succeed in its claims regarding a breach of the Covenants. On their face,
from a strictly financial standpoint and assuming complete success by Ventas in its litigation, it
is not clear that those damages were presumptively material. This would have supported a
judgment that at this particular point in time when the Lease had only three more years to run,
the magnitude of the possible damage from a potential Covenant default was not material.
Second, counsel for Ms. Bebo have informed me that another expert witness will opine that
ALC’s stock price did not decline in a statistically significant way following ALC’s disclosure of
Ventas’s notice of default for breach of the Covenants. The lack of share price reaction would
further support my opinion that ALC could reasonably have concluded that it was not omitting

material information in its disclosures regarding compliance with the Covenants.

SEEEXEREREERK

I hold the opinions set forth above to a reasonable degree of professional certainty. If
additional arguments are raised, if there are further expert witness opinions or if I become aware

2 See SEC Testimony Exhibit 407

3 In this Form 8-K, ALC also disclosed developments in a pending lawsuit which Ventas had
against ALC for failure to comply with other provisions of the Lease. One of the developments
was Ventas’s filing of a motion to amend the complaint in that litigation on May 10, 2012. This
amendment, however, did not include a claim for violation of the Covenants that had been stated
in the May 9, 2012 notice of default.
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of additional discovery or facts, I reserve the right to change or supplement the opinions I have
set forth above.

March 13, 2015 %ELL’L’(’QM

David B. H. Martin
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From: Ryan S. Stippich

Sent: Thursday, February 19, 2015 6:50 PM

To: dmartin@cov.com

Cc: Mark A. Cameli

Subject: Laurie Bebo Materials

Attachments: 2015.02.19 Stippich to Martin enc. Testimony of Witnesses in SEC Taken D....pdf
Hi David,

Testimony transcripts should arrive tomorrow, per the attached.

Also, several of the challenged ALC filings with the SEC are linked below. The challenged statement is generally
contained in the "Future Liquidity and Capital Resources" sections:

2009 Form 10-K filed on 3/11/2010:
http://www.sec.gov/Archives/edgar/data/929994/000095012310023507/c97565e10vk.htm

2010 First Quarter 10-Q filed on 5/6/2010:
http://www.sec.gov/Archives/edgar/data/929994/000095012310045593/c00374e10vg.htm
2010 Second Quarter 10-Q filed on 8/9/2010:
http://www.sec.gov/Archives/edgar/data/929994/000095012310074982/c04513e10vg.htm
2010 Third Quarter 10-Q filed on 11/4/2010:
http://www.sec.gov/Archives/edgar/data/929994/000095012310100644/c07820e10vqg.htm
2010 Form 10-K filed on 3/10/2011:
http://www.sec.gov/Archives/edgar/data/929994/000095012311024204/c13949e10vk.htm

2011 First Quarter 10-Q filed on 5/5/2011:
http://www.sec.gov/Archives/edgar/data/929994/000095012311045521/c16589e10vg.htm
2011 Second Quarter 10-Q filed on 8/8/2011:
http://www.sec.gov/Archives/edgar/data/929994/000114036111040285/form10q.htm
2011 Third Quarter 10-Q filed on 11/8/2011:
http://www.sec.gov/Archives/edgar/data/929994/000114036111052194/form10q.htm
2011 Form 10-K filed on 3/12/2012:
http://www.sec.gov/Archives/edgar/data/929994/000114036112014936/form10k.htm

Finally, here is the SEC Comment Letter:
http://www.sec.gov/Archives/edgar/data/929994/000000000011044343/filenamel.pdf

And ALC's response:
http://www.sec.gov/Archives/edgar/data/929994/000095012311072988/filenamel.htm

Best regards,
Ryan

Ryan S. Stippich

Reinhart Boerner Van Deuren s.c.

1000 North Water Street, Suite 1700 | Milwaukee, WI 53202

Office: 414-298-8264 | Cell: 414-687-6920 | Fax: 414-298-8097
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Legal Secretary: Amy Bontempo | 414-298-8771 | abontemp@reinhartlaw.com
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ALCO0119807
ALC0120325
ALC0120326
ALC0120535
ALC0120536

ALC0120922



31445929

ALC0120923
ALC0121071
ALC0121196
ALC0121481
ALC0121482
ALC0122794
ALCO0122796
ALC0122801
ALC0122803
ALC0122804
ALCO0122813
ALCO0122814
ALCO0122833
ALCO0122835
ALCO0123103
ALCO0123157
ALCO0123158
ALC0124235
ALC0124692
ALC0124828
ALCO0124830
ALCO0124831
ALC0124858
ALC0124859
ALC0124993
ALC0124994
ALCO0125645

ALCO0125648



31445929

ALCO0128755
ALéO 131375
ALCO131376
ALCO0131748
ALC0143682
ALC0146322
ALC0146412
ALCO0146414
ALCO0146415
ALCO0146422
ALC0146423
ALC0146433
ALC0146558
ALC0146559
ALCO0146565
ALC0146566
ALC0146569
ALC0147765
ALC0148463
ALC0148607
ALC0148608
ALC0148698
ALCO0148739
ALCO0148885
ALCO0149335
ALCO0149336
ALCO0149527

ALCO0149584
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ALC0149585
ALC0149628
ALC0149629
ALC0150097
ALC0150098
ALC0150166
ALCO150168
ALCO0150683
ALCO150684
ALCOIS1188
ALCO151189
ALCO151479
ALCO151580
ALCO151581
ALCO151596
ALCO151597
ALC0152406
ALC0152407
ALCO152427
ALCO152873
ALCO0152874
ALC0152945
ALC0152947
ALC0152953
ALCO0153156
ALCO153157
ALCO154144

ALCO0154145

31445929
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ALCO0154534
ALC0154535
ALC0154706
ALC0154707
ALC0154715
ALCO0154717
ALCO0154746
ALC0154794
AL(";0154795
ALCO0154797
ALCO0154800
ALCO0154841
AL00155051
ALCO0155052
ALC0155073
ALCO0155074
ALC0155424
ALCO0156315
ALCO0158503
ALC0158504
ALC0158507
ALCO158509
ALCO0158965
ALCO0160011
ALCO0160077
ALCO0160112
ALCO0160597

ALC0160598
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31445929

ALCO0163452
ALCO0163455
ALC0163909
ALC0164442
ALCO0164444
ALCO0165468
ALC0165720
ALC0167238
ALCO0170956
ALC0170961
ALCO0171140
ALCO0172398
ALC0172399
ALC0172408
ALCO0175537
ALC0182723
ALC0186079
ALC0186080
ALC0187664
ALC0187665
ALCO0187669
ALCO1 87§70
ALC0193759
ALCO0193760
ALCO0198419
ALCO0198421
ALC0220441

ALC0220500
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31445929

ALC0220502
ALC0245165
ALC0245166
ALC0245178
ALC0245369
ALC0246016
ALC0246024
GT-SEC0001518
GT-SEC0087033
GT-SEC0087034
MEET_SEC_0000637
SEC-EXHIBITS0001263
SEC-EXHIBITS0003168
SEC-EXHIBITS0003257
SEC-EXHIBITS0003275
SEC-EXHIBITS0003281
SEC-EXHIBITS0003415
SEC-EXHIBITS0005254
SEC-EXHIBITS0007698
SEC-EXHIBITS0007965
SEC-EXHIBITS0011607
VSEC0010313
VSEC0010979
VSEC0010983
VSEC0010985
VSEC0010999
VSEC0011002

VSEC0011068
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31445929

VSEC0011095
VSEC0011097
VSEC0011233
VSEC0011306
VSEC0011362
VSEC0011380
VSEC0011429
VSEC0011447
VSEC0011452
VSEC0011467
VSEC0011638
VSEC0011825
VSEC0011827
VSEC0011897
VSEC0012091
VSEC0012093
VSEC0012134
VSEC0012137
VSEC0012336
VSEC0012344
VSEC0012346
VSEC0012369
VSEC0012381
VSEC0012556
VSEC0012585
VSEC0012927
VSEC0012955

VSEC0012959
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VSEC0013338
VSEC0013495
VSEC0013501
VSEC0013643
VSEC0014051
VSEC0014053
VSEC0014054
VSEC0014394
VSEC0014693
VSEC0014728
VSEC0014730
VSEC0015043
VSEC0015051
VSEC0015428
VSEC0016012
VSEC0016019
VSEC0016503
VSEC0016672
VSEC0016868
VSEC0017427
VSEC0017429

VSEC0017483
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From: Ryan S. Stippich

Sent: Friday, February 27, 2015 2:54 PM
To: dmartin@cov.com

Cc: Mark A. Cameli

Subject: SEC v. Bebo - Additional Information
David,

Set forth below is some additional information you requested about disclosures related to the Ventas lease.

Form 8-K with a copy of the Lease filed with the SEC on 1/8/2008 -
http://www.sec.gov/Archives/edgar/data/929994/000095013708000115/c22707e8vk.htm :

Item 1.01. Entry into a Material Definitive Agreement.

On December 31, 2007, subsidianes of Assisted Living Concepts, Inc. (the "Company ™) entered 1nto a master lease agreement with Ventas Realty. L1
and independent living communsties located in the southeast Unsted States. The lease 15 effective as of January 1. 2008. The erght communaties are: Car
Manetta Georgia: Highland Temrace 1o Invemess. Flonda: Peachtree Estates in Dalton. Georgia: Tara Plantation 1o Cumnung. Georgia: The Inn at Senec
Georgia: and Winterville Retirement Center in Winterville. Georgia The communities compnse 541 units, consisting of a combination of independent
mterests were purchased by a subsidiary of the Company from BBLRG. LLC. doing business as CaraV'ita. also effective January 1. 2008, for a purchase
March 31. 2015 The Company has three (3) five-vear renewal options beyond the mitial tenm. The lease 15 a “tniple net” lease pursuant to which the Co:
wnterest on any debt associated with the properties. Rent for the first vear of the lease 15 $4.86 nullion. Rent under the lease increases annually effective
exercise of the first renewal option and by 2.3% annually dunng the balance of the first renewal term. Rent for the second renewal option increases annt
Reat for first yvear of the third renewal option will be the greater of the prior vear's rent or the farr market rent as determuned by a third party apprasser ang
renewal tenm. The lease contains customary representations and warranties and affinmative and negative covenants. including financial covenants requn
the portfolio to maintain a coverage ratio of 1.0 to 1.0 each commun:ty to mamtain quarterly occupancy of at least 65% and trasling twelve month occt
twelve month occupancy of at least 2% The lease 15 guaranteed pursuant to a guaranty of lease dated January 1. 2008 made by the Company for the be

The foregoing summanes of the master lease agreement and guaranty of lease are qualified mn their enturety by reference to the text of such documents
and mcorporated herein by reference

From Q1 2008 Form 10-Q filed 5/8/2008 -
http://www.sec.gov/Archives/edgar/data/929994/000095013708007074/c26594e10vg.htm :
6. ACQUISITION

On Januvary 1. 2008. ALC acquired the operations of esght assisted and independent Iiving restdences consisting of a total of
under :its $100 mallion credit facility. In connection with the assumed lease. the Company guarantees certain quarterly munimum
event of default under the lease. At March 31. 2008, ALC was i compliance with all covenants,

From Q2 2008 Form 10-Q filed 8/7/2008 -
http://www.sec.gov/Archives/edgar/data/929994/000095013708010392/c34572e10vg.htm :

6. ACQUISITION

On January 1. 2008. ALC acquired the operations of BBLRG. LLC. domng business as Cara\ita. consisting of eight a:
including fees and expenses of $14.8 nullion. The master lease has an instzal term expinng i March 20135 with three fiv
credit facility. In connection with the master lease. ALC guarantees certain quarterly minimum occupancy levels and 15
nummum fixed charge coverage ratios. Failure to comply with these covenants could result in an event of default under

From Q3 2008 From 10-Q filed 11/6/2008 -
http://www.sec.gov/Archives/edgar/data/929994/000095013708013483/c47516e10vg.htm :




6. ACQUISITION

On January 1. 2008. ALC acquired the operations of BBLRG. LLC. doing business as CaraVita. consisting of esght asais!
including fees and expenses of $14.8 nullion. The master lease has an instial term expinng i March 2015 with three five-ve
credat fac:lity. In connection with the master lease, ALC guarantees certain quarterly nunimum occupancy levels and 15 sub;
nmmum fixed charge coverage ratios. Fa:lure to meet certain operating and occupancy covenants in the Cara \'ita operatir
night to operate all or some of those properties. At September 30, 2008, ALC was in compliance with all covenants.

In the same 10-Q the following also appears in the filing in the "Future Liquidity and Capital Resources" section:

Future Liquidity and Capital Resources

We believe that cash from operations. together with other available sources of liquidity. including bomrowings available und
obtamned on currently unencumbered properties. will be sufficient to fund operations. expansions. acquisitions. stock repurchas
our debt for the next twelve months.

Recent turmoil in financial markets has severely restnicted the availability of funds for borowing. We believe the lenders un
fund our bomrowing requests. However. given the cument uncertamnty i financial markets. we can not provide assurance of the:
existing funds and cash flow from operations will be sufficzent to fund our operations. expansion
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program. and required payments of pnncipal and interest on our debt until the matunty of our $120 nullion credst facility 1 Ne¢
provide funds upon our request under the $120 nullion revolving credst facility. it could have a matenal adverse mmpact on our

In addstion. the failure to meet certain operating and occupancy covenants in the CaraV'ita operating lease could give the les
some of those properties. We were 1n complhiance with all such covenants as of September 30. 2008. but declining econonuc co
comply with those obligations could result in our being required to make an accelerated payment of the present value of the rer
$28.6 nullion as of September 30, 2008). as well as the loss of future revenue and cash flow from the operations of those proper

Best regards,
Ryan

Ryan S. Stippich

Reinhart Boerner Van Deuren s.c.

1000 North Water Street, Suite 1700 | Milwaukee, W1 53202

Office: 414-298-8264 | Cell: 414-687-6920 | Fax: 414-298-8097
rstippich@reinhartlaw.com | bio | vCard | reinhartlaw.com

Legal Secretary: Amy Bontempo | 414-298-8771 | abontemp@reinhartlaw.com
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